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a b s t r a c t

We experimentally investigate whether alternative judgment frameworks help Big 4 audit managers and

partners constrain management's aggressive financial reporting under accounting standards that differ

in their precision. We find that a framework based on the SEC's Advisory Committee on Improvements to

Financial Reporting's (CIFiR's) recommendation that auditors critically evaluate the pros and cons of

alternative accounting methods helps auditors constrain aggressive reporting under less precise stan-

dards. While our results highlight a limitation of counterfactual reasoning on its own at enhancing au-

ditors' constraint of aggressive reporting, this study provides evidence on how structured thinking can

overcome this limitation. In particular, we find that combining this consideration of the alternatives with

a structured thought process that encourages auditors to think about the issue at increasing levels of

abstraction effectively shifts auditors' focus away from client considerations and towards substance-

over-form considerations, thereby incrementally enhancing auditors' constraint of aggressive reporting

across different levels of accounting standard precision. These results should be of interest to academics,

regulators, standard-setters, and auditors as they continue to contemplate ways to improve auditors'

professional judgments under different levels of accounting standard precision.

© 2016 Elsevier Ltd. All rights reserved.

1. Introduction

Auditors are being called on to exercise substantially more

professional judgment during the financial reporting process due in

part to the global trend towards less precise accounting standards

(e.g., the adoption of International Financial Reporting Standards

(IFRS) in Australia and the UK in 2005; FASB, 2006, 2010, 2013).

Recognizing this growing role of judgment in the financial report-

ing process, the Advisory Committee on Improvements to Financial

Reporting (CIFiR) recommended that the Public Company Ac-

counting Oversight Board (PCAOB) “develop and articulate guid-

ance related to how the PCAOB, including its inspections and

enforcement divisions, would evaluate the reasonableness of

judgments made based on PCAOB auditing standards” (CIFiR, 2008,

p.93).1 Although the PCAOB has not yet responded to CIFiR's

recommendation, audit firms (e.g., Deloitte, 2009; KPMG, 2011)

have developed their own judgment frameworks based on CIFiR's

identification of key components underlying reasonable accounting

judgments. Further, the Center for Audit Quality (CAQ) recently

published a professional judgment resource that audit firms can

use to enhance their professional judgment process (CAQ, 2014).

This study examines how alternative specifications of these judg-

ment frameworks affect auditors' constraint of management's

aggressive financial reporting under accounting standards that

differ in their level of precision.

Standard setters and regulators are concerned about the quality

of auditors' professional judgments. Specifically, the Financial Ac-

counting Standards Board (FASB) worries that auditors rely too

heavily on rules and are reluctant to use sound professional
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1 The Securities and Exchange Commission (SEC) formed the Advisory Commit-

tee on Improvements to Financial Reporting (CIFiR) to address concerns about the

financial reporting process (CIFiR, 2008). The 17 member committee was comprised

of highly experienced professionals and included five representatives of users of

financial statements (credit rating agency, investors, securities attorney, etc.), four

former regulators, three chief financial officers, two chief executive officers of audit

firms, and three members of audit committees. CIFiR issued its final report on

August 1, 2008.
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